Ugandan micro and small enterprises (MSEs) 
INTRODUCTION
Micro and small enterprises (MSEs) in Uganda play a significant role as they employ 90 percent of the non-farming active population (UBOS, 2003) . Around one-third of the Ugandan population was engaged in entrepreneurial activities, particularly MSEs. There are only a few medium and large enterprises. Most Ugandan enterprises have less than 50 employees, the majority witheven less than 20 employees. MSEs are not growing. The industrial sector, which is dominated by MSEs, still contributes less than 20 percent to GDP and has not been performing impressively. During 1997/98 to 2005/2006 its annual growth rate was 1.3 percent only. The sector's efficiency was decreasing, and its technical efficiency was much lower (i.e. 0.19) than those of manufacturers in Cameroon, Ghana, Kenya and Zimbabwe (Gauthier, 2001) .
A comparative analysis of firms in different size categories conducted by Gauthier (2001) indicates that the low performance of the manufacturing and other sectors is worsened by the poor performance of MSEs. Reinikka and Svensson (2002) state that the larger Ugandan enterprises face severe constraints. They have shown in their study of medium and large enterprises that investment in productive assets is constrained by the low amount of private investment in public complementary assets (e.g. generators), due to poor access to, and quality of, public infrastructure in Uganda.
Compared with large enterprises, MSEs are less efficient and incur a higher cost per unit of revenue. Factors contributing to the unimpressive performance of the Ugandan MSE, as mentioned in different studies, are limited capital and access to finance (Okurut and Bategeka, 2006; Kappel, Lay, and Steiner, 2004; Uganda Microfinance Outreach Plan 2001; UCAP 2001; Mugume and Obwona, 2001) . Given MSEs' inaccessibility to external finance, their decisions to upgrade their equipment and machinery by making new investments are further constrained by limited internal sources of financing. Several papers indicate additional constraining factors as inadequate provision of public infrastructure and services that affect private investment , unfavourable system of taxation, and high regulatory burden and administrative bureaucracy (Keefer 2000) . Other factors mentioned include limited access to differentiated markets which might be related to lack of forward linkages (Kappel, Lay, and Steiner, 2004) ; the concentration of MSEs in low-quality production and easy entry market segments (Sengendo et al., 2001) ,high transport and transaction costs (Rudaheranwa, , 2006 Wood and Jordan 2000) , corruption (Svensson 2002) , low trust and minimalistic entrepreneurial strategies (Kappel 2004; Sørensen 2001) , education and poor managerial and skills competence (Nalumansi et al. 2002; Nel and Shapiro 2003) , weak support institutions (Krasemann 1996; Kyomugisha 2001) , lack of sectoral competitiveness and an overall neglect of MSEs in Uganda (Cotton et al 2003) . 1 The observations by most of the reviewed studies as presented above are based on descriptive results, which are unable to show how the stated business constraints affect the performance of MSEs while controlling for other factors (viz., ownermanagers' attributes and firms' characteristics and resource endowment). Similarly, the majority of studies on factors (particularly on the business environment), locking at the growth potential and performance of MSEs in other developing countries, are more descriptive/exploratory in nature 2 . Those studies that utilise multiple regression analysis (e.g. Ishengoma, 2004a; House, 1984; Söderbom and Teal, 2004; Beck, Demirgüç-Kunt and Levine, 2003) overlook business constraints.
Controlling for other factors when associating MSEs' growth potential with business constraints is very important because MSEs are heterogeneous (see Ishengoma and Kappel, 2007; Söderbom and Teal, 2004) , and so are affected different by business constraints.. Some business constraints might be a serious problem to micro firms in some sub-sectors but not to others. For example, limited access to long-term financial sources and space of operation are the major obstacles to the growth potential of Ugandan manufacturing MSEs in wood/furniture and metal but not in textiles (Sengondo et al, 2001 ). These are also identified by House (1984) as serious constraints to manufacturers but not to traders and service providers. These examples emphasise the need to control for the sub-sector when analysing the extent to which business constraints affect the performance of MSEs.
The findings by Reinikka and Svensson (2001) and World Bank (1994) on the perceptions of manufacturing enterprises on factors constraining investment, future operations and growth during 1994 and 1998 reveal the deteriorating business environment in Uganda. These studies however do specifically indicate the perception of MSEs on factors constraining their performance, although, compared to large firms, MSEs perceive business constraints differently and might be affected differently by them (see Klapper, Amit, Guillén, Quesada, 2007) .
Given the role played by MSEs in Uganda, a study that specifically addresses how the business environment affects their growth potential is very important. In line with Reinikka and Svensson (2001) postulation, that the rate of economic growth is positively associated with the rate of investment, factors in the business environment which constrain investment could in turn be the root cause of poor economic growth of the manufacturing sector in Uganda.
To fill the identified gaps, this paper tries to examine the extent to which the growth potential and performance of MSEs is associated with business constraints (viz., investment in productive assets, high taxes and limited access to market and productive resources such as loans and business development services (BDS)), while controlling for owners' attributes and firms' characteristics). The paper will add on the body of knowledge by utilise an advanced analytical approach, viz., a liner regression model and a logit model, which provide for the control of other variables. This paper is in line with the above arguments that business constraints seem to be among the factors constraining investment, and therefore are likely to be the major cause of poor performance and growth of manufacturing MSEs in Uganda. More specifically, the paper tries to The rest of the paper is organised as follows. Section 2 gives an economic overview of MSEs and the business environment in Uganda. Section 3 conceptualises the relationships between business constraints and MSEs' growth and performance. Based on the reviewed literature, this section states the hypotheses to be tested. Section 4 describes the research methodology followed by this paper while Section 5 presents and discusses the empirical findings. Section 6 concludes the stady and makes recommendations.
OVERVIEW OF THE MANUFACTURING SECTOR AND BUSINESS ENVIRONMENT IN UGANDA

An overview of the manufacturing sector
During the last ten years Uganda has achieved an average GDP growth rate of 6.7 percent, which was mainly accounted for by the industrial and the service sector, since the share of the agricultural sector in GDP fell from 56 to 41 percent. Between 1997/98 and 2005/06 the Ugandan manufacturing sector contributed an annual average of 9percent to total GDP, while the service and agricultural sector accounted for 40 percent . The sector's annual growth rate was around 1.3 percent. This rate is low and likely to hinder Uganda's expectation of poverty reduction and meeting its Millennium Development Goals (MDGs (see Kappel, Lay and Steiner 2005; Lawson, McKay and Okidi 2006; Bussolo, Godart, Lay and Thiele, 2006) .
In 2002, the capacity utilisation of the Ugandan manufacturing sector, when compared with those of some other African countries, was around the mean (i.e. 58 percent) but lower than that of the manufacturing sectors in Kenya (63 percent) and Cote d'Ivoire (71 percent) (Figure 1) 3 . Uganda's labour productivity is also lower than that of other African countries, whereas its monthly wages for unskilled labour are higher than those of India and China (Steel, 2003) . These are indications of the low competitiveness of the Ugandan manufacturing sector at international and regional level. Steel (2003) also indicates that labour productivity of micro, small and medium enterprises (MSMEs) in Uganda is lower than that of MSMEs in Kenya and Tanzania, while labour productivity of large firms in Uganda is higher than that of the latter two countries. The majority of non-farming activities, including manufacturing, in Uganda are concentrated in MSEs (UBOS, 2003) , of which micro enterprises (i.e. those with less than 5 employees) are dominant. There are around 800,000 MSEs that employ about 90 percent the of non-farming active population (UBOS, 2003) . Despite the contribution of these firms to employment, their performance and growth have been poor, a situation that worsens the overall performance of the Ugandan manufacturing sector and the economy at large. According to Reinikka and Svensson's (2001) statistics, these firms seem not to upgrade their investment in productive assets, are inefficient and incur high costs per unit of revenue.
The business environment in Uganda
As mentioned in the previous section, among the factors hindering the growth potential and performance of the manufacturing sector, particularly MSMEs in Uganda, is the poor business environment (i.e. the presence of major constraints to investment, competitiveness and growth). In 1998, Ugandan enterprises ranked between major and severe, obstacles such as high utility prices, high taxes, poor utility services (electricity, water, telephones), high interest rates and corruption (see Table 1 ). None of these obstacles was ranked between major and severe in 1994. ** World Bank (1994) Note: 5, 4, 3, 2, and 1 stand for severe, major, moderate, minor, and no obstacles respectively.
In 1998, obstacles rated between moderate and major include access to finance, crime and security, uncertainty about government policies, lack of skilled labour and the exchange rate. In 1994, most of these obstacles were rated between minor and moderate but access to finance was rated the same, indicating lack of improvement. The way enterprises ranked constraints to investment, future operations and growth in 1994 and 1998 implies that the business environment in Uganda has been deteriorating during these years.
Compared with other countries, in 2002/2003, the percentage of firms which indicated that electricity, transport, cost of financing, tax rates, access to financing were major or very severe constraints in Uganda are higher than the figures for China and Turkey, but lower than that of firms in Kenya (Steel, 2003) . Though the reported frequencyof power outages in Uganda is slightly higher (37) than that of Kenya (33), the percentage of Ugandan firms (35 percent) owning a generator is lower than that of Kenyan firms (70 percent). The difference might be explained by the domination of MSEs in the Ugandan economy, as these firms have very low investment in complementary public assets (Reinikka and Svensson, 2002) . In 2002/2003, the percentage of large firms (i.e. 69 percent) that owned a generator was more than two times higher than that of MSMEs (31 percent) (Steel, 2003) .
The literature reviewed above specifically neither indicates the perception of MSEs on the constraints nor address the effect of these constrains on the growth potential of MSEs. A study analysing the extent to which business constraints affect MSEs is very important since MSEs perceive business constraints differently from large firms and might be affected differently by the constraints (see Klapper, Amit, Guillén, Quesada, 2007) .
Conceptualising the link between business constraints and MSEs' growth or performance
The paper addresses four types of business constraints, whichare limited market access, high tax rates lack of , access to productive resources and investment obstacles.
The theoretical consideration on the link between business constraints and the growth potential or performance of MSEs can be viewed from different angles. Business constraints may, on the one hand, limit investment upgrading (or physical capital accumulation). On the other hand, they may constrain a firm's ability to undertake its daily operations, since they may reduce its internal financing and capacity to make proper business decisions. Moreover, they may interrupt a firm's business operations, and therefore retard its performance.
The role of investment in economic growth has been acknowledged in different economic and/ or strategic management literature. At the macro level the traditional approach to growth associates national or regional economic growth with capital accumulation (level of investment in physical assets). In the global value chain literature, it is argued that technical upgrading (i.e. investment in modern technology) is among the ways to increase firms' competitiveness in the global market. Following the argument by Reinikka and Svensson (2001) , factors that constrain firms' investment consequently limit their growth.
The business constraints under examination are expected to limit investment upgrading, and therefore limit firms' growth potential and performance in several ways as indicated in Figure 2 . When MSEs have limited access to relatively differentiated markets they are forced to operate in low-income market segments. This limits their levels of sales and profits since most of them compete for the same customers (Sengendo et al., 2001) . Low sales and profits may discourage firms' future investments, and therefore constrain their growth potential and performance. Moreover, the majority of MSEs, particularly those involved in manufacturing, have limited access to external financing. As a result, they mainly depend on their internal sources to finance investment (Ishengoma, 2005; Reinikka and Svensson, 2001; Arimah, 2001; Adam, 1995) . Thus, low profits may imply limited internal sources, which may in turn limit firms' capacities to upgrade their investments. High tax rates reduce firms' internal sources of finance. They also discourage MSEs from expaning their operations and becoming visible to governmental officials, since being visible is likely to increase the cost of operating formally in some developing countries like Uganda (Ishengoma, and Kappel, 2007 MSEs may overcome the problem of limited profits if they have access to external finance (e.g. loans). This may supplement their limited internal sources, and therefore enable them to upgrade their investment (physical assets). Through investment upgrading, they are likely to increase their productivity (Ishengoma, 2004b; Kimuyu, 2004) and to improve the quality of their products. Consequently, their market access can be enhanced since they may be able to target customers with relatively higher incomes. They may also utilise loans to expand their level of operation by increasing output. This may increase their capacity utilisation, and therefore reduce overhead costs per unit, hence increaseing the productivity and competitiveness of their products.
Figure 2: Conceptual relationship between business constraints and performance
Among the factors expected to hinder the growth potential of MSEs is their limited access to BDS (viz., marking information, networking, short-term training, counselling and consultancy services) (Ishengoma and Kappel, 2005) . Access to marketing information is expected to increase MSEs' market knowledge on the behaviour of their customers, price, and the best sources of inputs. Through counselling and consultancy services, MSEs can solve some of the technical problems they face. Their participation in networking activities may enable them to get more technical and marketing information about the behaviour of their customers in honouring their debts, new customers and business partners. All of the above factors are expected to reduce their transaction costs, increase their internal sources of finance for upgrading their assets, and raise their sales level and productivity, hence growth. Thus, the paper hypothesises the following.
H3: Access to productive resources (BDS and finance) is expected to positively affect the growth potential and performance of MSEs.
Besides the above-stated obstacles, MSEs may fail to upgrade their investments due to the high cost of capital goods and related technical services. Rudaheranwa ( , 2006 reports that poor transport systems and high domestic and regional transport costs in Uganda increase the price of capital goods, which in turn discourages investment in capital goods that have to be transported over long distances. This argument might apply to land-locked countries which greatly depend on imported capital goods and spare parts.
The cost of capital goods and spare parts may also be inflated by complicated and bureaucratic import procedures as well as high taxes and corruption. Given limited funds and the inadvisable of investing in physical assets, MSEs are likely to be greatly discouraged find upgrading their investment in productive assets. Since the manufacturing sector in Uganda seems to be in its infancy as it is dominated by MSEs, there might be a limited supply of technical services to facilitate investment upgrading and maintenance. 4 Limited supply of the services may result in high costs of the services, which might be unaffordable to MSEs. Therefore the study hypothesises the following.
H4: Investment obstacles are expected to constrain the growth potential and performance of MSEs.
Methodology Linking performance and growth potential to business constraints
Based on the conceptual relationships described above, this paper models the growth potential (incositu) and performance (lnsalepm) as functions of business constraints (bconst) while controlling for firm level and owner-manage' variables (contrv). It is important to note that the majority of MSEs do not keep books of accounts to facilitate the estimation of growth rates over a period of time. Thus, an interval question on the average level of monthly sales was used to solicit data on the value of sales attained by sample MSEs. 5 To reduce the diversity of the monthly sales values, the variable was transformed into the natural logarithm (i.e. lnsalepm). Sample MSEs were also asked to assess their income situation (i.e. whether it increased, remained the same, or declined). To measure the perception of growth of their income, the paper constructs a dummy variable (incositu) as dummy one if a firm experienced growth in income and zero if otherwise.
To associate performance (lnsalepm) with business constraints (bconst) the paper employs a liner regression model as presented below.
Where β 1 and β 2 are parameters to be estimated, while a and e are constant and the error term, respectively. The terms, bconst and contrv, are business constraints and control variables. The approaches used to measure bconst and contrv are addressed in the following sections. The term, i stands for a firm (i=1, 2, 3, … 103).
In relating the growth potential of income (incositu) to business constraints (bconst), the paper utilises a logit model. This model indicates the probability of firms experiencing growth in income, given business constraints. The conditional expectation of the growth potential of income (incositu) given explanatory variables: business constraints (bconst) and control variables (contrv) are:
where e i is a disturbance term with mean zero, and variance equals one. P is the probability distribution function, and F is the cumulative normal distribution function with unity variance. The term 'V' represents the explanatory variables (business constraints) and controllable variables. The term i stands for a firm (i = 1, 2, 3, …105). The variables: bconst and contrv are defined as earlier.
Business constraints
This paper focuses on four categories of business constraints (bconst): limited market access, high tax rates, access to productive resources and investment obstacles. The MSE survey which the paper utilises contains information on the questions regarding the extent to which the success (income growth and sales performance) of their businesses was constrained by limited market access, high taxes, and investment obstacles.
Sample firms were asked to rank different business constraints, including lack of customers, and severe competition as first, second, third or fourth problem, according to the extent to which they constrain their business success. Using responses to these questions, the paper captures limited access to market as dummy limited market access (mktpr12). This dummy equals one for firms that indicated either lack of customers or/and severe competition as a first or/and second problem; and zero otherwise.
Responses to the questions regarding high taxes and investment obstacles were structured on an unbalanced (negative skewed) 6-pointscale: a very severe constraint, a constraint, an average constraint, a moderate constraint, a minor constraint, not a constraint at all. By using the responses tothese questions, the paper captures high taxes (formtaxd) as dummy one for firms that indicated high taxes as a severe constraint, and zero otherwise. Investment obstacles are indicated by two variables, viz., investment obstacles (investob) and investment trend (invmac2a). The paper utilises responses to two questions (i.e. high cost of equipment and spare parts and high cost of maintenance services) to construct an average index value indicating investob.
6 Investment obstacles may be reflected by trends in investment, in that those facing more obstacles may fail to upgrade their physical assets, while those facing relatively less obstacles may upgrade their equipment, hence experiencing growth in investment. Thus, responses to questionas an a positive skewed four-point scale on the trend in investment for the past five years were utilised to construct an index value measuring invmac2a.
7 Since investob and invmac2a indicate investment obstacles, they are included in the models one at a time.
The paper utilises responses to the questions regarding limited access to business development services and finance, which were categorised on an unbalanced (negative skewed) 6 point-scale as described above to construct an index variable indicating limited access to productive resources (bdsfin1). Pairwise correlation test (Appendix 1A) shows that investment obstacles and limited access to productive resources are significantly and positively correlated. Further test on the equality of the parameters of these variables indicates that their effects on monthly sales are equal (Appendix 1B). In this respect, these variables are included in the models one at a time. Market access (mktpr12) and bdsfin1 are weakly and significantly associated. Thus, the paper incorporates an interactive variable 'inbdsmkt' to capture the shared effect of mktpr12 and bdsfin1 on growth potential and performance.
Control variables
The empirical models include two categories of control variables (contrv): owner manager's attributes (gender, owner's level of education and his/her motivation to start a business) and a firm's characteristics (location, employees' education in business and the manufacturing sub-sector). These variables are in one way or another expected to have an effect on the growth potential and sales performance of manufacturing MSEs and may also interact with some business constraints. With respect to gender, it has been argued in several studies that women-owned firms are concentrated in less performing industries; are less likely to expand their businesses (e.g. upgrade their investments) since they are risk-averse and afraid of being taken over by their male counterparts; have relatively less access to external finance; and have limited space of operation since the majority of women-owned businesses are home-based (see detailed discussions in Ishengoma, 2004a ).
It has also been argued in the entrepreneurial literature that business performance or growth is related to the owner's motivation to establish the business. If the owner's motivation to establish the business is to be self employed, then the business is likely to prosper, while if the owner's motivation to start the business is for meeting his/her household's subsistence needs, then the business is not likely to grow and perform well. These enterprises follow minimalistic strategies (Murphy, 2002) .
The link between managers'/owners' education and firms' performance as well as growth is addressed in the economic literature. One ofthe categories of human capital effects on firms' competitiveness is the allocative effect. This effect is related to managers'/owners' education, in that those with relatively higher levels of education have more ability to efficiently allocate resources to more productive lines of business and to select profit maximising inputs-combinations (see Corvers, 1997; Welch, 1970) . Walter, et al. (2003) and Bagachwa and Mbelle (1995) emphasise the role of entrepreneurial/business education in the growth/performance of the firm. They argue that a firm whose management has received business/entrepreneurial education is likely to perform better than this without these type of education. Loan providers use owner-manager's education levels as an indication of their ability to utilise resources to generate profits and be able to meet their obligations. Thus, firms with relatively beteer educated owners are likely to have more access to external finance.
The study captures owner-managers' attributes using three indicators: gender measured as dummy one if a firm is owned by a male and zero otherwise; and dummy education of the owner (eduow2) indicated as one if it is at least advanced secondary education and zero otherwise. The last one is dummy motivation to start the business (selfemp2) measured as one if it is to be self-employed and zero otherwise.
Since the economic infrastructure and social services are not equally distributed in developing countries like Uganda, it is possible that some urban areas (particularly in the capital city) are relatively more favoured than others. Favoured areas may also tend to attract capital (e.g. foreign investment) and skilled labour (Krugman, 1998; , which, together with the presence of the supply of nontradable inputs, may increase market linkages in these areas. Thus, firms located in these areas are likely to perform better or experience growth.
The sector/line of business which a firm is in is likely to be related to investment decisions and competitiveness. The link between the sector and investment decisions or competitiveness is explained by different empirical studies such as Söderbom (2001) , Teal (1999) , and Ishengoma (2004b) , which reveal that firms operating in different sectors differ in their investment decisions and productivity. To capture firm-level characteristics, the paper utilises three variables: dummy location indicated as one for firms operating in Kampala and zero otherwise; dummy education in business (edubusi) measured as one for firms with some employees having business education; and dummy sector (typebu1) indicated as one for firms in metal, electrical and furniture and zero if in leather and textiles.
Data
The paper utilises data collected in March and April 2003 to analyse the business constraints faced by MSEs in Uganda 8 . The data was collected by means of a structured questionnaire, which was personally administered by a team of reasearchers from the Cente for Basic Research, Kampala. A number of issues covered in this survey focused on firms' history, development, employees' education, investment behaviour, sales and obstacles they face. Using stratified random sampling, 265 MSEs were interviewed, of which around 42 percent were in manufacturing and others in trade and services. The majority of them were located in urban centres, i.e. Kampala, Jinja, Masaka, Mbarara and Katwe, with only 10 percent in rural areas. The sample MSEs employed less that 20 workers. This paper focuses on the 105 manufacturing firms that responded to all the questions . Based on the firms' characteristics (Table 2) , 74 percent of the sample firms were in metal, electrical and furniture; and 26 percent were textiles/clothes and leather. Forty-five percent of the sample firms were operating in Kampala and the rest outside Kampala. One-third of the sample reported to have some employees with education in the field of business. Regarding the owner-managers' attributes, only 22 percent of the sample firms were owned and managed by women and the rest by men. Fifty-six percent of the owner-managers started their businesses because they wanted to be self-employed. Around half of the owner-managers had at least advanced secondary education. The summary statistics also indicate that the average monthly sales attained by the manufacturing sample MSEs was Ugandan shillings (Ushs) 320,950 and very few attained above Ushs. one million. Among the 105 sample firms, 29 percent experienced growth in their income.
With respect to the factors that constrain MSEs from attaining higher performance and growth, around one-third of the sample reported that high taxes are a severe obstacle. The majority of the sample MSEs indicated that limited access to productive resources and high costs of maintenance, spares and machinery are above average obstacles. Lack of access to finance has been a major problem faced by MSEs as only 24 percent of the sample firms reported to have received loans during for the past five years. On average, sample MSEs made a small upgrading of their investment in productive assets. Limited market access has an average index value of 0.36, indicating a merely moderate constraint. Table 4 offers regression results on Equation 1, which associates MSEs' performance (monthly sales) with business constraints. Since access to productive resources (bdsfin1) and investment constraints (investob) are included in the equation one at a time, Models A and B depict results for the equation incorporating the former variable and the latter, respectively. As shown in Table 3 , Models A and B explain around 34 and 29 percent of monthly sales, respectively. Note: Dependent variable: Natural log of the average monthly sales (lnsalepm), The level of significance: < or =1 %, between 1% to 5%, > 5% to 10%, imply very significant, significant, and weakly significant, respectively. Figures in brackets are standard errors. The terms in the table are as defined in Table 3 . Table 4 Panel A provides the logit estimates for Equation 2, which tries to associate the growth potential of income (incositu) with business constraints, while the results in Panel B show the marginal effects of business constraints on the predicted probability for a firm to experience income growth. The discussion is based on the results in Panel B since they show not only the direction of the relationship between income growth and business constraints, but also the effects of the marginal change in business constraints on the probability ofgrowing. Table 3 .
EMPIRICAL RESULTS AND DISCUSSION OF THE FINDINGS
The results in Model A (Table 4) indicate that a monthly turnover is positively associated with investment trend and negatively associated with limited access to market and high tax rates. The relationship between monthly turnover and limited access to productive resources is not significant. With respect to the results in Table 6 Panel B, the growth potential of income is negatively associated with limited access to productive resources, limited access to market and high tax rates.
The relationship between the growth potential of income and investment trend is not significant.
Regarding access to the market, the results in Table 4 reveal that MSEs which faced limited access to market attained a 189 percent lower average monthly turnover than their counterpart. 9 The results in Table 4 indicate that, when the situation regarding limited market access changes from not a major problem to a major problem, the probability of MSEs experiencing growth in income decreases by around 36 percent. These results verify the alternative hypothesis that limited access to market (i.e. limited customers coupled with high competition) is expected to limit the growth potential and the performance of MSEs.
Therefore, to perform better and grow, MSEs need to have access to differentiated market segments, which operate without stiff competition. This may enable them to attain higher levels of sales at lower transaction costs and hence higher profit (see Sengendo et al., 2001) . As a result, MSEs with access to differentiated markets will be encouraged to upgrade their production assets as they expect to sell more, and hence grow (see Reinikka and Svensson, 2001 ). The results here confirm the importance of different alternatives (viz., sub-contracting arrangements, involvement of MSEs' in public procurement market and strengthening MSEs horizontal joint actions in the area of marketing) undertaken by stakeholders to enhance MSEs' access to market.
Concerning the problem of high taxes, the results in Table 3 reveal that MSEs which reported that high taxes are severe problem attained between a 39 (Model A) and 44 (Model B) percent lower monthly turnover than those which reported otherwise. The results in Table 6 indicate that, when MSEs are relieved of severe high taxes, the probability ofr their income growing increases by 17 percent. These results confirm that high taxes constrain the growth potential and performance of MSEs. These findings corroborate the observations in other studies (e.g. Sengendo et al., 2001; Kappel, Lay, Steiner, 2004 ) that high taxes arean obstacle to business development in Uganda. Tokman (2001) also reports that high taxes reduce a substantial amount of the income generated by Latin American micro-enterprises. This reducestheir internal sources of funds to finance the expansion of their production operations and growth . Among the reasons why taxes limit the growth and performance of MSEs is that some MSEs may prefer to remain informal and much smaller to avoid being visible and paying tax, which may limit their enjoyment of economies of scale. On the other hand, remaining informal and smaller (micro) limits their potential to participate in sub-contracting arrangements, particularly those involving large firms and public projects (Ishengoma and Lokina, 2007; Mlinga and Wells, 2002; and Arimah, 2001) , and to have access to productive resources (Loayza, 1997; Weder, 2003) 10 .
With respect to the effect of investment trend, the results reveal that growth in productive assets (i.e. machinery) increases MSEs' monthly turnover by around 64 percent. The results confirm the alternative hypothesis that MSEs that face severe investment obstacles, which limit their ability to upgrade their productive assets, perform poorly. This finding complies with the results by Ishengoma (2004b) on the relationship between Tanzanian manufacturing productivity and investment in production equipment, as well as studies linking manufacturers' technical efficiency and investment in productive assets (see Teal, 1999; Piesse and Thirtle, 2000) .
As also argued by Reinikka and Svensson (2001) , investment in productive assets has a positive effect on a firm's growth, which can be achieved by increasing its turnover. Note that the sample utilised by the previous studies cited here excluded micro manufacturing firms. Thus, irrespective of the size categories, the performance of manufacturing firms is associated with investment in productive assets. This is simply because micro enterprises with relatively more investment in productive assets have more capacity to take more orders, and stand the greater chance of being sub-contracted by relatively large firms (Ranis and Stewart, 1999) . These enterprises are also likely to get access to the market for public procurement orders , since high investment in productive assets demonstrates their ability to meet orders as specified in the contract.
Limited access to productive resources seems to be the major factor that limits the growth potential of MSEs in Uganda and other developing countries. The results in Table 4 reveal that a marginal increase in MSEs' inaccessibility to productive resources reduces their probability of growing by 78 percent. This finding confirms the importance of MSEs' access to productive resources, as argued in other studies (see Ishengoma, 2004b; Kimuyu, 2004) .
The predicted probability for a micro or small enterprise to grow is 29 percent. However, further analysis shows that MSEs, which reported that limited access to productive resources is not a major constraint, have a higher probability of growing (43 percent) than those, which reported otherwise (Appendix 1C).
11 MSEs which indicated that limited market access and high taxes are major obstacles to their business operations are not likely to grow since their probability of growing is only 3 percent (Appendix 1D). On the other hand, those which indicated that limited market access and high taxes are not major obstacles have a relatively high probability of growing (51 percent).
CONCLUSION AND POLICY RECOMMENDATIONS
The aim of this paper was to examine THE extent to which the growth potential and performance of MSEs are associated with business constraints (viz., investment in productive assets, high taxes and access to market and productive resource). The paper utilised the regression models and tried to control for owner's attributes and a firm's characteristics.
The empirical findings reveal that business constraints (investment obstacles, limited access to market and productive resources, and high taxes) hinder the growth potential and performance of MSEs. MSEs which reported that limited access to market is their major problem attained a lower turnover. Furthermore, when MSEs experience limited access to market, their growth potential is likely to decrease. Thus, access to market is an important factor for MSEs to perform better and grow. Managers in MSEs may need to position their firms by producing relatively high quality products, amd undertaking joint marketing strategies in order to penetrate differentiated market segments. From the policy perspective, stakeholders trying to address the problems faced by MSEs in Uganda need to undertake different measures (e.g. sub-contracting arrangements, subsidising their participation in trade fairs, joint marketing) to increase their access to differentiated markets.
When MSEs face severe investment obstacles that limit their ability to upgrade their productive assets, they perform poorly. Policy makers and other stakeholders need to encourage MSEs to upgrade their productive assets. This can be done by enhancing the availability of production equipment and spares in the local market, and the provision of technical services at favourable rates. On the other hand, MSEs may need to try to integrate in global value chains, in order to get better access to technology, knowledge, managerial skills, and also access to export markets (Ishengoma and Kappel, 2007; Keller, 2004; Morrison, Pietrobelli, Rabellotti, 2006; Antras, Helpman, 2004) . MSEs may also have to be trained on the need to upgrade their productive assets.
The results show that access to productive resources is very important for abusiness to grow. MSEs' growth is positively associated with access to BDS and finance as these resources may enable a firm to produce the right product, to have access to market at low transaction costs and hence increased efficiency and sales, and to have access to technical information and knowledge through networking.
High taxes limit the performance and growth potential of MSEs in several ways. They reduce their internal sources of financing, discourage them from expanding, formalising and hence participate in sub-contracting arrangements. Thus, policy makers need to find ways to restructure the tax system in such a way that MSEs pay low tax rates so as to encourage them to grow. 
